COMMONWEALTH OF MASSACHUSETTS

DEPARTMENT OF TELECOMMUNICATIONS AND ENERGY

Southern Union Company ) D.T.E. 03-3

POST-HEARING COMMENTS OF SOUTHERN UNION COMPANY

INTRODUCTION

On January 13, 2003, Southern Union Company (“Southern Union” or the “Company”)
filed a petition with the Department of Telecommunications and Energy (the “Department”) for
approval and authorization: (1) to invest up to $662.3 million in Southern Union Panhandle Corp.
(“ Southern Union Panhandl€”), pursuant to G.L. c. 164, 8§ 17A; and (2) to issue common and/or
preferred stock up to an aggregate value of $300, pursuant to G.L. c. 164, 88 14 and 16. The
Company is requesting authorizationto issue up to $300 millionincommonand/or preferred equity
for the purpose of adjusting the Company’ s capita structure following the invesmert, to retire
long-term debt, and to fund utility operations.

Asdiscussed herein, the record in this proceeding shows that, uponconsiderationof dl of
the sgnificant aspects of the proposal, the Company has met the Department’s public interest
standard under G.L. c. 164, § 17A because the transaction will produce significant vaue for both
customersand sharehol dersintermsof improvingthe overdl financid position of the Company and
creating the opportunity for the redization of financia and operationd efficiencies. Smilaly, the
Company hasdemonstratedthat it has met the Department’ stwo-part standard under G.L. c. 164,
88 14 and 16 for the approval and authorizationto issue stock because the record showsthat: (1)

the proceeds from the stock issuance will be used to repay long-term debt, redeem existing



preferred securities and strengthen the balance sheet, which isalegitimate utility purpose under
Department precedent; and (2) the Company’ s net-plant utility plant following the stock issuance
will exceed the Company’ stotal capitdization, asca culated cong stent withDepartment precedent.
Accordingly, the Department should approve the Company’s requests for authorization and
approva to invest $662.3 million in Southern Union Panhandle and to issue common and/or

preferred stock up to an aggregate vaue of $300 million.

. PROCEDURAL HISTORY

The Company submitted itsinitid filing on January 13, 2003. On January 28, 2003, the
Department conducted a public and evidentiary hearing at its offices. At the evidentiary hearing,
the Company presented one witness: David J. Kvapil, Southern Union’ s Executive Vice President
and Chief Financid Officer, who testified in support of the Company’ srequest for authorizationto
invest funds and to issue stock. In addition to the sworn testimony presented at the hearing, the
evidentiary record conssts of gpproximately 30 documentary exhibits, indudingthe initid filingand
the Company’ s responses to information and record requests issued by the Department. There
areno intervenorsinthis proceeding. Thisbrief isfiled in accordance with the schedule established

by the Hearing Officer.

[1l.  DESCRIPTION OF THE PROPOSALS

A. Introduction

There are two components of the Company’s petitioninthis proceeding. First, Southern
Union seeks approva and authorization, pursuant to G.L. c. 164, § 17A, to invest up to $662.3
million in Southern Union Panhandle, a Delaware corporation that will acquire the Panhandle

Eastern Pipe Line Company (“Panhandle Eastern”), which is currently owned by the CMS Gas



Transmission Company (“CMS’).! Second, the Company seeks approval and authorization,
pursuant to G.L. c. 164, 88 14 and 16, to issue sharesof common and/or preferred stock with an
aggregate vaue of up to $300 millionfor the purpose of adjugting the Company’ s capita structure
to improve the capitaization ratios, to retire long-term debt, and to fund utility operations (Exh.
SU-1, a 15; BExh. SU-11; Exh. SU-26; Tr. a 32). Although the proceeds generated from the
equity issuance are not needed to fund the Company’s proposed investment in Southern Union
Panhandle, the stock issuance is an integra part of the Company’s transaction to acquire the
Panhandle Eastern assets (Tr. at 38-39, 43-47). The Company has provided substantia
information on the record documenting the favorable reviews by the investment community in
relation to Southern Union's plan to acquire the Panhandle assets, which includes the post-
transaction steps to recapitdize the balance sheet (Exh. SU-13; Exh. SU-16 (supp.); Tr. at 16,
60). The Department’ sapprova of thesetwo proposa swill dlow the Company to moveforward
to take advantage of a unique opportunity to produce vaue for cusomers and shareholders and
to fulfill the potentid acknowledged by the investment community.

B. Description of the Acquisition

Under the terms of aL etter Agreement and Stock Purchase Agreement, Southern Union
will enter into an arrangement withAlG Highgar Capitd, L.P. (“*AlG Highda) and AIG Highdar

I Funding Corp. (*AlG Funding”), a private equity fund sponsored by American Internationa

! Panhandle Eastern is a “natural ges company” as defined in Section 2 of the Natural Gas Act (15 U.S.C.
§ 717) and is subject to all rules and regulations promulgated by the Federa Energy Regulatory
Commission. Panhandle Eastern is engaged in the interstate transportation and storage of natura gas
and the storage and re-gasification of liquefied naturad gas (“LNG") (Exh. SU-1, at 6). Panhandle
Eastern operates a network of almost 11,000 miles of mainline natural ges pipeline facilities extending
from the Gulf of Mexico to the Midwest United States and Canada (id.). The Panhandle Eastern
pipelines have a combined peak-day delivery capacity of 5.4 hillion cubic feet, 88 hillion cubic feet of
underground storage capacity and 6.3 hillion cubic feet of above-ground LNG storage facilities (id.).
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Group, Inc., to acquire an equity interest in Southern Union Panhandle, which will purchase the
interstate-pipeline digtribution operations of Panhandle Eastern (Exh. SU-2). To complete the
transaction, Southern Union Panhandle will acquire from CMS all of the issued and outstanding
shares of Panhandle Eastern(Exh. SU-1, at 4; Exh. SU-2). Thetotal considerationto be pad by
SouthernUnionPanhandle for these sharesis gpproximately $662.3 million in cash (plus or minus
any change in net working capital and total debt from that as of September 30, 2002), and the
assumption of debt in the amount of gpproximately $1.17 hillion(Exh. SU-1, at 2-4; Exh. SU-7).

To fund this transaction, Southern Union will invest up to $512 million in Southern Union
Panhandle, whichwill bejointly owned by Southern Union (approximately 77.9 percent) and AIG
Highstar (approximately 22.1 percent) (Exh. SU-1, at 5-6).2 AlG Highstar will invest upto $150
million to accomplish the transaction (id.). Southern Union will fund its portion of the investment
in Southern Union Panhandle primarily withthe cash proceeds generated from the sde of its Texas
operations (approximately $420 million) (id.). The remainder of itsshare of the investment, up to
aoproximatdy $100 million will be funded by Southern Unionusng available resources, induding
short-term debt (Exh. SU-1, at 11).

With respect to the Panhandle Eastern debt that will be assumed by Southern Union
Panhandle under the arrangement (approximately $1.17 billion), the record showsthat the holders

of this debt will have no legd rights againgt Southern Union Panhandle, or more importantly, to

2 Although Southern Union anticipates investing approximately $512 million to consummatethe
transaction, the Company is requesting authorization to invest up to $662.3 million for two primary
reasons. (1) to structure the transaction so as to enable a “like-kind” exchange of assets (Exh. SU-1,
a 9; Tr. a 38-40); and (2) to ensure CM Sthat the joint venture partners could complete the transaction
in the unlikely event that AIG Highstar was to decide to lessen its participation in the transaction prior
to closing (Exh. SU-1, a& 13). The record shows that the Company anticipates that AIG Highstar will
participate at the projected level of $150 million (Tr. at 38).
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SouthernUnionCompany (Exh. SU-1, at 4; Exh. SU-14; RR-DTE-2; Tr. at 14-15). Thismeans
that Southern Union’s assets, induding its loca gas didribution assets, or any assets hdd by
Southern Union Panhandle, may not be attached by the Panhandle Eastern debt holders to satisfy
the debt obligations in the event that there is a default on the Panhandle Eastern debt instruments
(Exh. SU-7; Tr. a 14; RR DTE-2). Given this structure, none of Southern Union’s utility assets
and operations would be used to provide security to the Panhandle Eastern lenders (id.).

For federa income-tax purposes, the transaction will be structured as a “like-kind
exchange’ withthe sharesfirg transferred to a qudifiedintermediary and thenfromtheintermediary
to Southern Union Panhandle (Exh. SU-15; Tr. at 37-38). Post closing, AlG Highstar and AIG
Funding will have theright to acquire a non-voting equity interest in Southern Union Panhandle
(Exh. SU-1, a 5). Althoughitistheintent of the partiesto accomplishthe transactionwitha$150
millioninvesment by AIG Highgtar, to qudify as alike-kind exchange under the Internad Revenue
Sarvice (“IRS’) rules, the Company mug be the initid purchaser of 100 percent of the equity
interest associated with Panhandle (Exh. SU-1, at 12; Tr. at 38-40). Accordingly, pursuant to the
Stock Purchase Agreement, Southern Union has * guaranteed” the performance of AIG Funding,
whichtogether with Southern Unionis responsible for providing up to 96.3 percent of the purchase
price (Exh. SU-1, a 12; Exh. SU-2). This guarantee is a necessary component of the overdl
transactionbecause it enables and maintains the like-kind exchange under the IRS rules(id.). Also,
Southern Union’' sguarantee of the performance by Al G Funding is consstent withgeneral practice
in joint venture transactions where one partner typically ensures the sdller that funding will be

avalableto complete the sde (id.). Here, Southern Unionis providing aguarantee of the financid



performance of AIG Funding primarily to enable the like-kind exchange, but aso to assure the
sler that the transaction will be completed (id.).

Despite the joint venture, neither AIG Highgtar nor AIG Funding will have any voting
shares of Southern Union Panhandle, any rights to name members of the Board of Directors of
Southern Union Panhandle, or any rightsto have an observer at board meetings of SouthernUnion
Panhandle (Exh. SU-1, a 7). Moreover, AlG Highdar and AlG Funding will have no rightsto
participate in ordinary course management decisions of Southern UnionPanhandle (id.). Instead,
the day-to-day management and operation of Southern Union Panhandle will be conducted by
employees of the Panhandle Eastern companies under the directionand control of SouthernUnion
(BExh. SU-1at 7). Inaddition, Southern Union will provide various corporate servicesto Southern
Union Panhandle, including treasury, risk management, and employee-benefit adminigtration (id.;
Tr. at 20-21).

C. Description of the Stock Issuance

In thisfiling, the Company is aso requesting authorization to issue common and/or preferred
stock withan aggregate market vaue of up to $300 million. This need for this issuance gems, at
least inpart, fromdiscussons withfinancid analysts regarding the arrangement with AIG Highstar
and the acquisition of Eastern Panhandle, which led the Company to recognize that there was a
need to achieve morefavorable capitalization ratios following the transaction through the issuance
of additiona equity and the repayment of long-term debt, in order for the transaction to be well-
received by the invesment community (Exh. SU-1, at 15; Exh. SU-8; Exh. SU-20; Exh. SU-25).
As a reault, the Company is planning to use the proceeds from the stock issuance primarily for

repayment of indebtedness and the redemption of exiding preferred securitiesinorder to maintain



and enhance the Company’ s capitaization ratios and overdl financid position on agoing forward
basis(id.).

Therecord inthis proceeding indicates that the Company will achieve the recapitdization
in the most cost-effective manner possible with the end result being a capitd Sructure that strikes
an gppropriate baance between debt, common equity and preferred securities. The record also
showsthat the Company is currently working withitsinvesment bankersto determine how to best
gructure the issuance to achieve this goa while taking maximum advantage of market conditions
(Tr. at 49-51; Exh. SU-8). Therecord further showsthat find determinationson thetype of equity
insrument used (i.e., common or preferred stock), and the number and price of shares to be
issued, will not be made until days or even hours prior to the issuance (Tr. a 50-51). Therefore,
the Company needs to maintainaleve of flexibility in issuing the equity securities in order to tallor
the issuances to meet market conditions (Tr. at 49-51). Notwithstanding the need for flexibility,
however, the record shows that, of the $300 million tota issuance, approximately 50 percent is
likdy to be issued as common stock and approximately 50 percent is likely to be issued as
preferred securities (Exh. SU-10 (confidentid); Tr. at 12-13). The Company dso stated thet it
anticipates that the issuances will be completed within sx months of the closing of the transaction
(id).

Withrespect to the preferred securities, the record showsthat the Company will issue one
or more of three forms of preferred stock: (1) trust originated preferred securities/redeemable

preferred stock; (2) “straight” preferred stock; or (3) mandatory convertible preferred stock (Exh.



SU-18; Tr. at 9-12).2 By issuing acombination of typesof preferred stock (in addition to common
stock), the Company can take advantage of current market conditions and meet its projected
capitdization goas over the next severd years (Tr. a 10). For example, therecord indicatesthat
ratings agencies cond der mandatory convertible stock to be more equity-like than other forms of
preferred stock because it automaticaly converts to common stock and may not be cancelled or
recalled by the Company at apoint in the future (Tr. a 10). Therefore, the Company could issue
mandatory convertible preferred stock to meet the longer-term god of increasing common-equity
levels, without cresting the downward pressure on the Company’s stock price in the short term,
which can occur in relation to acommon stock issuance (Tr. at 10). Alternativey, the Company
could issue perpetud straight preferred stock in order to add a permanent layer of equity capita
to its balance sheet (Tr. at 10; Exh. SU-16; Exh. SU-18). The Company aso could issue trust
originated preferred securities, which are generdly classified as equity for Generally Accepted
Accounting Purposes, but which dlow for the tax deductibility of interest payments paid to the
issuing trust (Tr. at 10).

The record further shows that the Company anticipates that mandatory convertible
preferred stock would be issued at a rate of 6.5 to 7.5 percent and that the trust-originated

preferred securities would be issued at arate of 8.0 to 9.0 percent (Exh. SU-18).

“Straight” preferred stocks have a fixed quarterly dividend and are considered to be equity for balance
sheet purposes (id.). Mandatory convertible preferred stocks have a quarterly dividend rate (usually
fixed) and automatically convert into common equity a a certain point or upon the occurrence of a
designated event (See Tr. a 10). Trust originated preferred securities (“TOPRS’) are a hybrid between
debt and dtraight preferred stock (equity). With TOPRS, a company issues subordinated debt to a
special purpose trust, which in turn issues the preferred securities. The subordinated debt has the
same interest rate as the dividend rate that is paid to the holders of the TOPRS, however, under IRS
regulations, the company is permitted to deduct the interest costs on the subordinated debt for income
tax purposes (id.).



Inorder to market the common and preferred securities, the Company will rely onone or
more investment bankers who will assst the Company in determining the type and timing of the
issuance depending on a number of factors (Tr. 49-50). In terms of the process of a stock
issuance, the Company and itsfinancid advisorswill first make presentations to potentia investors
or stockbrokers to assess the interest in Southern Union’s stock (Tr. a 55-57). The actual
issuance will be shaped, at least in part, by the feedback recelved from the participants at those
presentations, as well as an assessment of general economic and political conditions, which are
continualy evauated by the Company (Tr. a 51).

D. Capital Structure of the Company

As of September 30, 2002, the Company’s consolidated balance sheet reflects plant in
sarvicetotaling $2,278,998,000 (exduding ConstructionWork in Progress of $22,118,000), less
accumulated depreciation of $838,741,000 (Exh. SU-1, at 18-19; Exh. SU-5). Therefore,
induding gasinventoriesof $139,193,000, the total net plant in service as of September 30, 2002,
is$1,601,568 (id.). The Company’slong-term debt and capital lease obligationsas of September
30, 2002 tota ed approximatdy $1,247,395,000 (induding preferred stock issued by asubsidiary
trust of the Company), resulting in a total capitdization of $1,927,312,000 (id.). As discussed
below, SouthernUnion’snet-utility plant caculationas of September 30, 2002 (under Department
precedent) will be in excess of total capitaization by $381,667,000 following the proposed

issuance of preferred and/or common stock in anaggregeate vaue not to exceed $300 million(id.).

V. STANDARD OF REVIEW



G.L.c.

standard of review is provided by 8 17A, or injudicia or adminidrative construction of the statute.
The Department, however, has recognized that the primary purpose of § 17A is to protect the
ratepayers by assuring autility'sstable financia condition.* In D.P.U. 19886, the Department also
noted that “inkeeping with the Supreme Judicial Court’ sinterpretation of G.L. c. 164,1s. 14, we

bdieve that impliat in the statutory framework in which § 17A is found is that a proposed

A. G.L.c.164,817A
Section 17A provides, in relevant part:

No gas or dectric company shdl, except in accordance with such rules and
regulations as the [ D]epartment shdl fromtime to time prescribe, loanitsfundsto,
guarantee or endorse the indebtedness of, or invest its fundsin the stocks, bonds,
certificates of participation or other securities of any corporation, association or
trust unless said loan guaranty or endorsement, or invesmert is approved in
writing by the [D]epartment.

164, 8§ 17A.

InBay State Gas Company, D.P.U. 19886 (1979), the Department noted that no explicit

investment must be consistent with the public interest.”

In Boston Edison Company, D.P.U. 850 (1983), the Department further defined the

parameters of a§ 17A proposd, which is “congstent with the public interest:”

The Generd Court did not, in our view, intend that proposas be hed
“inconggtent” with the public interest merely because a fair assessment of the
relevant factors recognizes that both beneficia and negative aspects may attend
those proposals. Consequently, evenif aparticular proposa has negative aspects,
we will find that such a proposd is consstent with the public interest if, upon
congderationof dl its sgnificant agpects viewed as awhole, the public interest is
at least aswell served by gpprova of the proposa as by its denid.

Commonwealth of Mass., Dept. of Pub. Util., Recommendations of the Department of Public Utilities

to the Generad Court a 2, House Doc. No. 53 (1954); see also E. Gadsby, 1 Annua Survey of

Massachusetts Law at 182 (1954).
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In Bay State Gas Company, D.P.U. 91-165 (1992), the Department reaffirmed the

standard of review articulated inD.P.U. 850, that proposals filed under 8 17A must be consstent
with the public interest, and that they meet this standard if, upon consderation of dl of the
sgnificant aspects of a proposd, the publicis a least as well served by approva of the proposa
asby itsdenid. InD.P.U. 91-165, at 7, the Department further noted that the gpplication of the
consstency standard ina 8 17A case is based on the totdity of what can be achieved by the
proposd rather than a determination of any single ganwhichmight be derived from the proposed
transactions.

The Depatment dso found that the consstency standard best accommodates the
Department’ sinterest in protecting the utility’ sratepayersfromthe adverse effects of unwarranted
8 17A transactions and a utility’s interest in having flexibility in a changing marketplace to meet
long-termobjectives of itsratepayersand shareholders. D.P.U. 91-165, a 7. InD.P.U. 91-165,
the Department articulated some of the factors that should be consdered in evaluating 8 17A
petitions. Theseinclude:

the nature and complexity of the proposal, the rdationship of the partiesinvolved in the
underlying transaction, the use of the fundsassociated withthe proposal, the risksand uncertainties
associated with the proposal, the extent of the regulatory oversght on the parties involved in the
underlying transaction, and the existence of safeguardsto ensurethe financd sability of the utility.
After consgderation of such a petition, viewed as a whole in light of the described factors, the
Department may approve a8 17A invesment if it finds the investment is conastent with the public

interest.
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After consderation of such apetition, viewed as awhole in light of the described factors,
the Department may goprove a8 17A invesment if its finds the investment is congstent with the
public interest.

B. G.L.c. 164,88 14 and 16

In order for the Department to approve the issuance of stock, bonds, coupon notes or
other types of long-term indebtedness’ by an dectric or gas company, the Department must
determine that the proposed issuancesatisfiestwo requirements. First, the Department must assess
whether the proposed issuance is reasonably necessary to accomplishsome legitimate purposein

meeting acompany’ sservice obligations, pursuant to G.L. ¢. 164, § 14. BostonEdisonCompany,

D.T.E. 00-62, at 2; FitchburgGas & Electric Light Company v. Department of Public Utilities, 395

Mass. 836, 842 (1985) (“Fitchburg 11”), dting Fitchburg Gas & Electric Light Company V.

Depatment of Public Utilities, 394 Mass. 671, 678 (1985) (“Htchburg I’). Second, the

Depatment mugt determine whether the Company has met the net plant test pursuant to

G.L.c. 164, § 16.° Colonid Gas Company, D.P.U. 84-96 (1984).

The Supreme Judicid Court has found that, for the purposes of G.L. c. 164, § 14,
“reasonably necessary” means “reasonably necessary for the accomplishment of some purpose

having to do with the obligations of the company to the public and its ability to carry out those

obligations with the greatest possible efficiency.” Fitchburg Il at 836, dting Lowell Gas Light

5 “Long-term” refers to periods of more than one year after the date of issuance. See, eq., Boston
Edison Company, D.T.E. 00-62, at 2, fn.2 (2000).

The net plant test is derived from G.L. c. 164, § 16. When the Department approves an issue of new
stock, bonds or other securities by a gas or electric company, if it determines that the fair structural
value of the plant and of the land and the fair value of the nuclear fuel, gas inventories or fossil fuel
inventories owned by such company is less than its outstanding stock and debt, it may prescribe such
conditions and requirements as it deems best adapted to make good within a reasonable time the
impairment of the capital. SeeG.L. c. 164, § 16.
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Company v. Department of Public Utilities, 319 Mass. 46, 52 (1946). In cases where no issue

exigts about the reasonableness of management decisions regarding the requested finanding, the
Department limitsits § 14 review to the facid reasonabl enessof the purpose to whichthe proceeds

of the proposed issuance will be put. Canal Electric Company, et d., D.P.U. 84-152, at 20

(1984); see, eq., Calonia Gas Company, D.P.U. 90-50, at 6 (1990).

Regarding the net plant test, acompany isrequired to present evidence that its net utility
plant (origina cost of capitdizable plant, lessaccumulated depreciation) equds or exceedsitstotal
capitdization (the sum of itslong-term debt and its preferred and common stock outstanding) and

will continue to do o following the proposed issuance. Colonia Gas Company, D.P.U. 84-96,

ab.

V. THE COMPANY’'S PROPOSAL MEETS AND EXCEEDS THE
DEPARTMENT’'S STANDARD OF REVIEW UNDER GL.L. c. 164, 88 14, 16
AND 17A.

A. The Company Has Demonstrated that the Investment of Fundsis in the
Public Interest.

As noted above, the Department has determined that, under G.L. c. 164, 8 17A, a
petitioner mugt demondtrate that its proposal is consstent with the public interest and that a
petitioner would meet this standard if, upon consideration of dl of the Sgnificant aspects of a
proposd, the public is a least aswell served by approval of the proposal as by its denid. See

Bay State Gas Company, D.P.U. 91-165 (1992). The Department has further noted that the

application of the public-interest standard in a8 17A caseis based on the totality of what can be
achieved by the proposal rather than a determination of any single gain (or loss) that might be

derived from the proposed transactions. Id. In this proceeding, the record shows that the
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proposed transaction, induding the Company’ s proposd to recapitdize its baance sheet through
the issuance of common and/or preferred equities and other initidives, is in the public interest
because in the long run, the arrangement will improve the financia position of the Company, and
therefore, customerswill be at least aswell served by approval of the Company’s petition as they
would be by its denid. Therefore, the Department should approve the Company’s request for
approva under G.L. c. 164, 8 17A.

Withregard to the specific benefits of the arrangement, the Company has established that
acquidition of the Southern Union Panhandle operations, whichare comprehensively regulated by
the Federd Energy Regulatory Commission (“FERC”), will subgantidly strengthen the financid
postion of the Company (Exh. SU-1, at 3, 8-11; Exh. SU-10 (confidential)). As the record
shows, the Panhandle Eastern assets generate a stable, regulated rate of return of gpproximeately
13 percent, which is generdly more than is dlowed for loca gas digtribution facilities (Tr. at 59).
The record aso shows that the addition of the Panhandle Eastern operations, in the first full year
of operation fallowing the acquigition (2004), will: (1) increase operating revenues by over 20
percent; (2) increasenet earningsbeforeinterest, taxes, depreciationand amortization (*EBITDA”)
by over 70 percent as compared to FY 2002; and (3) will increase the per-share book vaue of
the Company by approximately 10 percent (Exh. SU-1, &t 8).

The record demonstratesthat, giventheseattri butes, theinvestment community hasreacted
positivey to the Company’ soverdl proposal (Exh. SU-16; Tr. at 16-17). For example, Moody’s
Investor Service (“Moody’s’) has announced afinancia outlook for Southern Union of “stable,”
based on the assumptionsthat: (1) necessary regulatory approvas would be obtained inatimdy

manner; (2) Southern Union would move forward with a “szeable equity offering;” and (3)
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Southern Union will continue its plan to de-leverage its balance sheet through other measures,
including the monetization of non-essentid Panhandle assets (Exh. SU-16 (Supp.) & 2).

The record aso shows that there are other reasons that financia market anaysts are
supportive of the Company’s proposal, aside from the earnings potentia associated with the
proposed transaction. For example, the record showsthat the Company is proposing to purchase
an asset at a price that is sgnificantly lower than the price pad by the current owner (CMS) in
1999,” and that is likely priced below its long-term value because of an influx of high-qudity
pipeline assets to the market, whichis exerting a downward pressure on prices (Exh. SU-6; Exh.
SU-13). Thisis because severd companies such as CMS are seeking to divest core assets in
order to address liquidity issues (Exh. SU-13). The reduced purchase prices make these assets
dtractive to investors such as Southern Unionthat are finanddly sound and have access to capital
resourcesinorder to accomplishthe purchase(id.). Based on these circumatances, theinvestment
community recognizes that Southern Union’s purchase will create a long-term potential for
increased earnings, enhanced cash flow and financid stability (Tr. a 59). Moreover, because
Panhandle Eagtern is an entity regulated by FERC, the earnings are stable and predictable, which
isan additiond factor that is attractive to the investment community.

A second benefit of the proposed investment is that the transaction is structured to alow
Southern Unionto substitutethe Texas|ocal gas distribution operations withthe Panhandle Eastern
interstate pipeline operations through a*“like-kind exchange’ of property pursuant to Section 1031

of the IRS Code of 1986, as amended (Exh. SU-1, at 9; Tr. at 38-39). By structuring the

’ The record shows that Southern Union Panhandle will acquire the Panhandle Eastern assetsfor

approximately $1.8 hillion in cash and the assumption of debt, as compared to the $2.2 hillion that CM S
paid for the same assets in 1999.
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transaction as a like-kind exchange, Southern Union will be digible to defer approximately $100
millionof federal tax liahility that would otherwise be payable uponthe sde of the Texas operations
(id.). Thisrepresents asgnificant savings for the Company (Exh. SU-1, a 9).

Third, asareault of the acquisition, Southern Union’ s M assachusetts customerswill redize
benefits semming fromthe Company’ s enhanced financid position (Exh. SU-1, a 8; Tr. at 19-20,
65-66). Southern Union isacquiring an interest in a business entity thet is roughly four timesthe
gze of the recently divested Texas fadlities in terms of asset value (Exh. SU-1, a 8). Given this
vadlly increased sze, Southern Union will be the beneficiary of substantialy improved buying
power, which will enable the Company to purchase plant, materids and other commodities at
discounted pricesfor the bendfit of al of its component operations (Tr. a 20). The record shows
that, it is the Company’s expectation that those discounts would accrue directly to customers of

itsdistribution operations, induding those taking service fromthe Company inMassachusetts (id.).

Smilaly, as a reault of the acquistion, there is the opportunity to achieve operational
synergies among the regulated pipdine operations (both interstate and loca) in terms of the
corporate and information services that are provided by Southern Union to its operating affiliates
(Tr. a 20-21). To the extent that fixed overhead costs can be dlocated over alarger operation,
local digtribution customers in Massachusetts will benefit.

Conversdy, the acquisition of Southern Union Panhandle will have no negative effect on
the Company’ s abilityto manege itsloca gasdigtributionactivities(Exh. SU-1, a 9-10). Southern
Union will operate Southern Union Panhandle as a subsidiary with designated personne and

resources, amilar to its operation of its loca gas distribution companies. For Massachusetts
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customers, who have not experienced a base-rate change for over six years, there will be no
change inrates or service qudity, sncebothare regulated by the Department. Customer rates will
not be subject to change until suchtime that the Department approves sucha change, whichmeans
that, in gpproving these proposals, the Department retains the latitude to review their impact on
ratesin afuture proceeding.

Although consummeationof the transaction, in the absence of an equity issuance and other
debt repayment initigtives, would have anegdtive effect on the capitalizationrati osof the Company,
the Company hasmet the public interest standard in this case becauise the totality of the proposal
will have the effect of strengthening the financid position of the Company. Without the equity
issuance, the investment community is unlikely to perceive that the Company is teking the steps
necessary to recgpitdize and restructure the balance sheet (id.). Therefore, the Company has
requested authorization to undertake an equity issuance coincident with, or shortly after, the
consummetion of the transaction. Moreover, the record shows that financiad anaysts, ratings
agencies, lenders and investment bankers have reacted favorably to the proposed acquisitionand
announced planto recgpitdize the baance sheet (id.). Therefore, taken as awhole, the proposed
transaction and stock issuance will dlow the Company to take a dgnificant step toward a
srengthened financid podtion. Accordingly, baancing dl of the consderations involved in the
transaction, customerswill be at least aswel served by the Department’ s approval of the proposed
transactions as by itsdenid.

B. The Company Has Demonstrated That the Issuance Is Reasonably
Necessary to Accomplish a L egitimate Utility Purpose
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The record demonstratesthat the primary objective of the Company’ s proposed issuance
is to dlow for the repayment of indebtedness for the purpose of srengthening the Company’s
consolidated balance sheet. To that end, the record shows that the Company’ s debt-to-equity
ratio as of September 30, 2002, isgpproximately 65 percent debt to 35 percent equity (Exh. SU-
4; Tr. a 74; SRR DTE 1-1). The dso record shows that when the balance sheet for Southern
Union Panhandle is consoli dated withthat of SouthernUnionfollowing the transaction, the debt-to-
equity ratio would change to 73 percent debt and 27 percent equity, without the equity issuance
(Exh. SU-4; Tr. a 75). For thisreason, the Company is requesting authorization to issue equity
in conjunction with the proposed transaction, or shortly thereafter, which will result in a
capitdization ratio of gpproximately 68 percent debt and 32 percent equity (SRR DTE 1-2).
However, the record aso shows that, in addition to the equity issuance, the Company will
undertake a series of steps to further improve its capitalization ratios.

Specificdly, the record shows that the Company anticipates raising additiond cash from
the sde of the LNG assets currently held by Panhandle Eastern (SRR-DTE-1-2). The financid
projections that the Company is presenting to ratings agenciesand financid andydtsreflect the de
of Panhandl€' s LNG operations at an estimated price of $550 million, which would include the
assumptionof $284 millionindebt by the purchaser (id.). Asaresult, the sde will have the effect
of both reducing debt onthe consolidated bal ance sheet and generating approximately $266 million
in cash, of which $207 million will be available to the Company for the repayment of debt (the
difference belonging to AIG) (id.).

As a reault, the record shows that the effect of the anticipated sde of the LNG assets

would reduce long-term debt by gpproximately $491 million ($207 million in cash and the
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assumption of $284 million in debt by the purchaser), in addition to the issuance of $300 million
in equity (SRR-DTE-2(b)). The resulting capitalization ratios show total debt and preferred
securities of 62.36 percent and commonstockholders' equity of 37.64 percent, whichyidd adebt-
to-equity ratio of 1.65, which is within the range for an invessment-grade credit rating (Schedule
SRR-DTE 1-2(b)). In combination with the Company’ s plan to further reduce debt by improving
cash flow, the Company’s debt-to-equity raio will remain within acceptable ranges to retain an
investment grade (SRR DTE 1-2; Tr. at 76).8

In addition to the repayment of long-term debt, the Company stated that it will use the
proceeds from the stock issuance to redeem existing preferred securities and to fund utility
operations (Exh. SU-1, at 15-16; Tr. a 32). Therefore, the proposed issuanceis consistent with
the Company’ s utility-service obligations. Accordingly, the issuance of stock to repay long-term
debt, redeemexigting preferred securitiesand to fund utility operations meets the first prong of the
Department’ s two-part standard.

C. The Company Has Demonstrated That Its Net Utility Plant Will Exceed
Its Total Capitalization Following the Stock | ssuance

The Company hasdemonstrated (consistent withthe requirementsof the Department’ snet-

plant test) that its net utility plant equals or exceedsitstota capitalization and will continue to do

so fallowing the proposed issuance, pursuant to G.L. c. 164, § 16. See New England Power

Company, D.T.E. 00-53, at 10; Boston Edison Company, D.T.E. 00-62, at 9-10. Specifically,

The record indicates that, even without the purchase of Panhandle Eastern, the Company would have
sought the Department’s approval to issue equity in the near future (Tr. & 41; 76-77). On a stand-
alone basis following the stock issuance, the Company’s cost of capital would be 9.837 percent as a
result of the increased amount of equity and the repayment of debt with the equity-issuance proceeds
(SRR DTE 1-4). With the investment and debt issuance, the Company’s cost of capital is reduced to
8.097 percent (id.).

-19-



the record indicates that, following the issuance of preferred and/or common stock with an
aggregate vadue of up to $300 million, the Company will have net-utility plant in excess of totd
capitdizationof approximately $381,667,000 (Exh. SU-1, at 16-24; Exh. SU-4). In cdculating
the Department’ s net-plant test, the Company incorporated a number of adjusments, which are
supported by Department precedent.

Firgt, the Company removed from Property, Plant and Equipmert, the net-utility plant
associated with the Texas operations. In total, the Company removed $301,007,000 from net-
utility plant (including Congtruction Work 1n Progress), plus $7,161,000 associated with the gas
inventories. Becausethe Company received cash from the sale of the Texas property and the cash
isnot incdluded as part of capitaization for the net-plant caculation, the Company did not adjust
capitdization to reflect the sde of the Texas operations (id.). The change in capitdization
associated with this sale is accounted for in the post-issuance capitalization adjustments (id.).

Second, the Company hasremoved from Property, Plant and Equipment, the net property,
plant and equipment relating to unregulated business operations. Accordingly, the Company has
reduced itsnet plant-in-service by $14,649,000 (plant-in-service of approximately $16,340,000,
lessaccumul ated depreciationof gpproximately $1,691,000), to reflect the unregulated operations
that are shown on a consolidated basis onthe Company’ s balance sheet (id.). Congdent withthis
adjugment to net utility plant-in-service, the Company has reduced its tota capitdization by
approximately $14,649,000 to reflect the removal of unregulated property, plant and equipment
from the net-utility plant for the purpose of the “ net-plant test” calculation (id.).

Theunregulated property, plant and equipment removed fromthe net-utility plant-in-service
is supported by a combinationof debt and equity, but having beenincorporated over timeinto the
Company’ soveral operations, cannot be directly attributed to a particular source of capital (id.).

Accordingly, the Company has reduced itstotal capitdization in the amount of $14,649,000 by

reducing outstanding debt and equity (both common and preferred) in the same ratio that those
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categories of capitd have to the Company’ stotd capitdization(id.). Thisadjustment iscongstent
with the Department’s trestment in previous cases presented by Southern Union and with the
Department’ s precedent, which requires autility to demonstrate that its net-utility plant-in-service
will be equa to or exceed itstotd capitdization following the issuance of the security for which it

is seeking authorization by the Department.  See e.g., Southern Union Company, D.T.E. 02-27

(2002); SouthernUnionCompany, D.T.E. 01-32, a 6, 10-11 (2001); Southern Union Company,

D.T.E. 01-52, at 4-5 (2001).

Third, conagtent with Department precedent, the Company adjusted the net-plant-test
cdculation to exclude the net goodwill totaling $642,921,000 from the Company’s overdl
capitalization (net goodwill excluding goodwill associated with the Texas operations). 1d. Over
the past severa years, the Company has completed a number of acquisitions of regulated natura
gas companies. The net goodwill of $642,921,000 reflects the excess of the purchase prices of
the acquired companies over the book value of the assets acquired (Exh. SU-1, a 16-24; Exh.
SU-4). Thus, the Company has reduced its tota capitalization by $642,921,000 to reflect the
remova of the net goodwill from the net-plant-test caculation (id.).

The net goodwill is supported by a combination of debt and equity, but having been
incorporated over time into the Company’ s overall operations, cannot be directly attributed to a
particular source of cgpitd. Accordingly, the Company has reduced itstotal capitdization in the
amount of $642,921,000 by reducing outstanding debt and equity in the same ratio that those
categories of capital have to the Company’ stotal capitdization (id.).

Fourth, the Company hasexcluded Retained Earnings of gpproximately ($6,495,000) from

itstota capitdization (id.; Exh. 23). Also, the Company has made pro-forma adjustmentsto its
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consolidated baance sheet to remove Construction Work In Progress of $12,409,000, and to
indude natura gasinventorieshdd by the Company’ s regulated utility divisons (excluding Texas),
which total approximately $124,794,000 (Exh. SU-1, at 16-24; Exh. SU-4).

The Company added to “Common Stockholders Equity” the acquigition of the equity
interest in Southern Union Panhandle, or $662,300,000 (id.). Following the closing of the Eagtern
Panhandle acquistion, the baance sheet of Southern Union Panhandle will be consolidated with
Southern Union’s and the net property, plant and equipment associ ated withthe Panhandle assets
will be reflected on Southern Union’ sbaance sheet, as will the “minority interest” of $150 million
hdd by AIG Highdar (id.). Accordingly, the Company has increased “Common Stockholders
Equity” by $662,300,000 and increased itsnet plant inservice by $1,747,100,000 to account for
the addition of the Southern Union Panhandle fadilities, plus $61,000,000 for gasinventories(id.).
The Company has dso included Panhandle Eastern’ s long-term debt of $1,167,000,000, which
will be assumed by Southern Union Panhandle as part of the transaction (id.).

The Company has made certain adjustments to depict the capitdization of the Company
fallowing the closng of the Panhandle Eastern acquisitionand the consolidation of SouthernUnion
Panhandle Eastern’s balance sheet with that of Southern Union. Specificdly, the Company has
reduced “Common Stockholders Equity” to account for the $420 millionin cash invested in
Southern Union Panhandle using the Texas proceeds (id.). This adjustment is made because the
$420 million cash redlized from the sale of the Texas operations and invested in Southern Union
Panhandle represents“ CommonStockholders' Equity” for SouthernUnionPanhandle (onastand-

donebasis), but does not for Southern Union onaconsolidated basis (id.). Therefore, the $420
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millioncashinvestment must beremoved fromCommonStockholders' EquityonSouthernUnion's
consolidated balance shest (id.).

Next, the Company removed from “Common Stockholders Equity” the amount of
$92,300,000, which represents funding for the investment that will be accomplished using short-
term debt fadilities, and therefore does not congtitute Common Stockholders Equity (id.). Asa
result of these two adjustments to Common Stockholders Equity, the balance remaning in the
equity component of the capitd structure is the minority interest held by AIG Highgar of
$150,000,000, or $662,300,000, less $512,300,000 invested by Southern Union (id.).

Ladlly, the Company adjusted for the issuance of up to $300 million in common equiity.
Since the proceeds will be used to reduce long-term debt, the Company incressed Common
Stockholders' Equity and reduced Long-Term Debt by $300 million(id.). Thus, asdemonstrated
by the record, the Company’s net-plant in service exceeds capitdization by approximatey
$381,667,000, prior to the issuance, which is sufficent to support an equity issuance with an
aggregate vaue of up to $300 million (id.).

VI. CONCLUSON

Therecord in this proceeding shows. (1) that the investment and related guarantee of up
to gpproximately $662.3 million for the purpose of acquiring Southern Union Panhandleisin the
public interest as required by G.L. c. 164, § 17A; and (2) that the issuance of preferred and/or
common stock in an aggregate vaue of $300 million is reasonably necessary and is in the public
interest asrequired by G.L. c. 164, § 14; and (3) that the issuance of preferred and/or common
stock up to anaggregate vaue of $300 million meets the Department’ s net-plant test, pursuant to

G.L.c. 164, 8 16. Therefore, for the reasons stated above, the Department should:
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VOTE:

VOTE:

VOTE:

ORDER:

ORDER:

ORDER:

That the investment and related guarantee of up to $662.3 million in
Southern Union Panhandle Corp. isin the public interest as required by
G.L.c. 164, 817A.

That the issuance of common and/or preferred stock up to an aggregate
vaue of $300 million is reasonably necessary and isin the public interest
asrequired by G.L. c. 164, § 14.

That the issuance of common and/or preferred stock up to an aggregate
vaue of $300 million meets the Department’s net-plant test, pursuant to
G.L.c. 164, §16.

That the invesment and rdated guarantee by Southern Union of up to
$662.3 million in Southern Union Panhandle Corp. is approved and
authorized;

That the issuance of up to $300 millionof commonand/or preferred stock
is gpproved and authorized; and

That such other and further orders and approvas are granted as may be

necessary or appropriate.
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